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Tax-Efficient Investing:
Can It Add 250 Basis Points
to Your Returns?

By J. Richard Joyner, CPA, PFS, CFP, CIMA

The skills required to create, implement and
evaluate a long-term tax-efficient investment
strategy require much more than just the
ability to measure after-tax returns. Learn
more in this article by J. Richard Joyner,
CPA/PFS, CFP, CIMA.
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Spring Into New Orleans:
The Advanced Investment
Management Conference

Reminder—Call for Case
Studies

The issue of tax-efficient investing has been the subject of numerous articles, presentations,
and studies in recent years. Most have focused on after-tax performance reporting standards
for separate accounts and mutual funds. While advisers should be informed of these require
ments and how they affect the quality of performance reporting for their clients, the skills and
knowledge to create, implement, and evaluate a long-term tax-efficient investment strategy are
much more than just the ability to measure after-tax returns.
There is no question that taxes create a significant drag on a client's portfolio. A recent study
published by Lipper, a New York mutual fund research company, concluded that mutual fund
investors give up anywhere from 1.3% to 2.5% of their returns annually to income taxes. That
would make taxes the most significant single expense for most investors, yet advisers and
journalists devote more attention to the issues of management fees and trading costs—costs
over which investors have significantly less control.
A good adviser can help clients manage the taxes they pay, thus appreciably increasing their
returns—without necessarily changing a single investment fund or manager. In a market of
increased volatility and single-digit returns, cost-conscious investors will demand that consult
ants adopt more tax-efficient investment strategies and tools. As their adviser, you should be
ready.

The Problem With Software Tools
The roots of investment consulting began in the institutional world, where trustees never had to
consider the effects of taxes on the portfolio. Subsequently, most of the analytical tools devel
oped for their use (i.e., asset allocation optimizer software) make little or no mention of income
taxes.

For taxable investors, the first question to consider is whether these tools should be used at all.
Can the same software used to create an "optimized" portfolio work for both tax-exempt and
taxable portfolios?
In an excellent article on the subject, Nancy L. Jacobs ("After-Tax Asset Allocation," published
by the Association for Investment Management Research (AIMR)) concludes that true after-tax
optimization requires very different, detailed, and sophisticated input—much of it unique to a
given client—to produce optimized portfolios of taxable assets. She also finds that portfolios
created by true, after-tax optimizer software will look very different from portfolios created by
traditional software products.
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Traditional (pre-tax) optimizers, for example,
ignore the potentially high tax cost incurred
when the investor sells a concentrated, lowbasis, single stock position to create a more
diversified and lower risk portfolio. Likewise,
they fail to consider the recurring drain on
returns caused by using inefficient asset
classes such as taxable or high-yield bonds
and regular portfolio rebalancing.

More importantly, traditional software does
not consider the specific and unique tax
attributes of each individual client.
Investments held directly or indirectly for a
particular client can be taxed differently
depending upon the tax posture and attrib
utes of the entity holding them (a partnership
or a trust, for example). Some clients do not
pay taxes at the highest federal income tax
rate because of alternative minimum tax
(AMT), capital loss carryforwards, AMT cred
it carryforwards, or because a closely-held
business produces deductible losses in one
or more years that can offset taxable income
from the investment portfolio.
Assume, for example, that a client owns a
closely-held business that will generate
recurring, non-passive tax losses significant
enough to offset all of the client's income
from a bond portfolio for a five-year period. If
most of this client's equity portfolio is invest
ed in a qualified plan (an IRA, for example) or
if the equity portfolio can be effectively man
aged to minimize the taxable income it gener
ates (dividends are minimal, and realized cap
ital gains and losses are minimized), taxable
bonds would likely generate a higher after-tax
return than tax-exempt bonds. Most tradi
tional software products would fail to identify
such a strategy.
Optimization software isn't the only culprit.
Other widely used investment applications
such as Monte Carlo simulations are tax
"ignorant." While they provide individual
clients useful what-if analysis to help quanti
fy portfolio risk, they ignore the fact that
taxes may actually reduce portfolio risk by
shrinking the dispersion of after-tax returns.

Should we discard these tools as useless?
Absolutely not. Rather we must understand
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their limitations and work to encourage
development of software tools that allow for
more effective after-tax asset allocation and
modeling.

Taxes: The Negative Effect
on Returns
The Lipper study noted earlier concludes that
mutual fund investors give up between 1.3%
and 2.5% of return per year in income taxes,
or about 23% of their total returns. Other
studies have found that mutual fund manage
ment fees average 1.25% annually. It is clear
that taxes are a more significant cost to
mutual fund investors than management fees
(up to 2.5% vs. 1.25%).
In a recent article in Investment Advisor
("Separate Accounts, Taxes and You,"
September 2002), mutual fund performance

Continued on next page
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rankings before fees and taxes were com
pared to those adjusted using the after-tax
reporting standards promulgated by the
Securities and Exchange Commission. For the
last ten years, the Vanguard Index 500 Fund
ranks 67th out of 121 diversified U.S. stock
funds, and Fidelity Magellan weighs in at 82nd
- both before fees and taxes. When the rank
ings for all funds were adjusted for fees and
taxes, however, Vanguard Index 500 jumps up
to 39th and Magellan goes up, but only to
75th. These differences matter to investors.

The damage escalates further when you con
sider how taxes affect returns over longer
time frames. Consider how just a small
increase in tax efficiency can increase returns
over a 20-year period ended December 31,
1999. A client who invested $500,000 in the
Fidelity Magellan fund is worth approximately
$9.5 million. However, if we assume a com
parable investment in a separate account with
identical returns—but with 95% tax efficiency
rather than Magellan's 84%—the ending
value is over $2,000,000 more (an increase of
more than 20%!) than the investment in
Fidelity Magellan.
What can we learn from this analysis? A new,
more effective paradigm is required for advis
ers who consult with taxable investors.
Because most investors actually have time
horizons that extend beyond their own life
expectancies, advisers must consider the
impact of income taxes over periods extend
ing to multiple generations. An effective strat
egy can minimize not just income taxes, but
also estate, transfer, and other taxes over
multiple generations. The results can be
astounding.

Defining Tax Efficiency
It is becoming increasingly clear that clients
will seek out and reward advisers who con
sistently help them maximize not only returns,
but also after-tax wealth. To do this effective
ly, advisers must develop a deeper under
standing of the issues surrounding tax effi
ciency, but more importantly, must adopt a
more expansive framework for making tax
efficient investment decisions.

The first step in creating such a framework is
to clarify what tax-efficient investing means,

then to build on that definition to form a new,
more comprehensive approach for serving
clients. For discussion purposes, consider the
following:

• Over time, a tax-efficient portfolio generates
the greatest after-tax return at an accept
able level of risk.
• Maximizing after-tax return may not be the
same as minimizing taxes on a portfolio in a
given year.
In fact, simply measuring tax efficiency can
itself be a difficult task, and no single meas
urement tells the entire story. Calculating
after-tax returns as a percentage of pre-tax
returns may be one way, and in fact, may be
the most common way. However, a single
measure such as this may not be the most
effective over longer periods of time for three
reasons: (1) an individual's tax rate can
change substantially from year to year (due to
capital loss carryforwards and alternative
minimum taxes, for example), (2) the impact
of capital gain recognition created by client
decisions is not incorporated, and (3) the level
of unrealized gains accumulated in the portfo
lio is not evaluated (which has an impact on
tax efficiency in future years).

The most desirable combination of tax-effi
ciency and other portfolio traits depends on
the client's individual profile and long-term
objectives, and clients must play an active
role in prioritizing the importance of each.
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Determinants of Portfolio
Tax Efficiency
To create the most effective after-tax strategy,
it is important to evaluate a client's separate
"pockets" of wealth and consider the optimal
role each plays in the overall strategy. This
evaluation requires a number of considera
tions:

• Asset location. Which assets are right for
the client and where should they be owned
for maximum impact?

adopt more

tax-efficient

investment

strategies and

tools. As their
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ready.

• Trust construction. If the client owns
assets in trust or creates trust in his estate
plan, how can you maximize the after-tax
accumulation in each of those trust enti
ties?
Continued on page 4
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• Beneficiary needs. How do
heirs' income requirements affect
decisions about entity funding,
and how can you maximize
wealth after considering the
resulting estate and income tax
consequences?

• Minimum required distribution
(MRD) rules. How do you effec
tively integrate qualified plan
assets into the overall plan to
maximize available tax deferral?

On the other hand, when evaluating
specific investment managers or
implementation vehicles, consider:

• Turnover. Work with managers
who minimize portfolio "bad"
turnover, which generates income
taxes, and maximize "good"
turnover, which harvests losses
to generate tax savings.

• Tax lot tracking. Look for man
agers who specifically identify
securities by tax lots to minimize
adverse income tax conse
quences.

• Specific identification of securi
ties sold. Instead of using the
average cost or first-in, first-out
(FIFO) method of identifying secu
rities sold, consider managers
who specifically identify the most
advantageous securities to sell.

• Character of income. If a man
ager sells a security owned for
360 days rather than waiting until
one year has passed without a
very compelling reason to sell,
watch out. Good managers pay
attention to the character of the
income they generate.

The combination of more tax-sensi
tive managers with an effective
strategy and regular oversight from
a tax aware adviser can often be an
easier way to find additional portfo
lio alpha, especially in today's low
return markets.

New Legislation =
Opportunity for
Advisers
Legislative changes in a number of
states, along with some new rules
proposed and issued by the Internal
Revenue Service, may trigger an
expansion of the current investment
advisory model. Some of the key
changes include:

• Uniform Principal and Income
Act (UPIA). Historically, state
law governs the allocation of prin
cipal and income within a trust.
Rules in place for many years
provide that income such as divi
dends and interest are allocable
(or available to allocate) to trust
beneficiaries, and that capital
gains are allocable to trust cor
pus. A trust can distribute capital
gains to beneficiaries if allowed
by the terms of the governing
instrument, but a decision to do
so has a significant impact on the
taxation of the trust, its benefici
aries, and ultimately, on its
investment policy. Linder current
law, capital gains are generally
taxed to the trust even if distribu
tions are made from the trust to
its beneficiaries. In other words,
remainder beneficiaries can be
penalized by having to bear the
tax cost incurred to allow for dis
tributions made to an income
beneficiary, and income benefici
aries can benefit from receiving
what have become, in essence,
tax-free distributions from the
trust.

To make matters worse, if the
trust instrument provides for
mandatory income distributions
to lifetime beneficiaries and bene
ficiaries count on those distribu
tions to meet some or all of their
spending needs, trustees have an
incentive to invest trust assets to
maximize income and therefore

distributions. For remainder bene
ficiaries, who would likely be
most interested in the long-term
growth of the trust assets, such
a heavy emphasis on income like
ly comes at the expense of long
term growth (by investing the
trust assets heavily in bonds, for
example). From an investment
policy standpoint, this regime
creates potential conflicts
between the income and remain
der beneficiaries.
In recent years, many state legis
latures have broadened the con
cept of "income" to include both
income and capital gains and will
allow beneficiaries to receive and
be taxed on both. This change,
with the proposed rules dis
cussed below, can effectively
eliminate this misalignment of
interests and offer creative advis
ers tremendous opportunities to
develop and implement highly
tax-efficient investment strate
gies.

• IRS Proposed Rules on Trust
Income. Proposed Regulation
1.643(b)-1 gives IRS recognition
to the changes many states are
implementing in defining trust
income. The new rule provides
that the term income "means the
amount of income of an estate or
trust for the taxable year deter
mined under the terms of the
governing instrument and applica
ble local law."
Using this new rule, trusts can be
created that will allow, for example,
distributions of 4% annually to ben
eficiaries. If the trust is properly
drafted, distributions need not just
come from dividends or interest
income, but can also come from
capital gains earned by the trust.
Consequently, not only does the
income tax follow the income that
generated the tax, but also trust
portfolios can be created to maxiContinued on next page
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mize long-term growth and lower the overall
tax rate on trust earnings.

about return—and that anyone could do it.
The last three years have led that same group
to conclude that risk is the only issue, and
that no one can manage it well. In fact, both
return and risk are clearly important, but tax
efficiency is rapidly becoming the third—and
equally prominent—dimension for taxable
investors.

While a complete discussion of the new rule
is beyond the scope of this article, creative
use of trusts and other entities will allow
clients to create more tax-efficient portfolios
using the tenets of modern portfolio theory.
Over time, this change should allow more
wealth to pass on to family, charities, and
other beneficiaries.

A more tax-effective investment strategy for
the future should incorporate the following
elements:

• Minimum Distribution Rules. Much has
been written about the new rules for mini
mum distributions from qualified retirement
plans. Taxpayers receiving distributions
now have much more flexibility to distribute
retirement plan balances over longer peri
ods of time, which increases the value of
the long-term tax deferral available from
qualified plans. The new rules also allow
post-death distributions to beneficiaries to
be extended over much longer periods.
Finally, the 2001 Tax Act raised the limits
for contributions to qualified plans potential
ly enlarging the role these plans may play in
clients' investment strategies.

• Changes to the Estate Tax Rules. Finally,
don't underestimate the changes to the
estate tax law. While the elimination of the
estate tax may not survive the unusual
"sunset" provisions Congress provided,
many of the increased exemption amounts
(gift tax, generation-skipping tax) provisions
will. For many clients, an increasing per
centage of assets passed to trusts or the
next generation will be assets with a carry
over basis for income tax purposes, so
rebalancing those portfolios will come with
a larger income tax cost. Consequently,
selection of assets to fund trusts or gifts to
children could take on an added signifi
cance.

Investment Strategy:
The Third Dimension
Investment strategy, particularly for individual
investors, has taken a series of unusual turns
in the last five years. The great bull market led
many investors to think that investing was all

• A deeper understanding of the client's
financial picture. Advisers can no longer
be content to "know their clients" superfi
cially. To provide quality investment advice,
advisers need to explore the client's entire
tax profile in detail to gain an understanding
of the client's non-investment assets (like
closely-held business assets), estate and
charitable planning entities and their taxa
tion, carryforward attributes like AMT cred
its, net operating losses, unused charitable
deductions, and capital loss carryforwards,
among others. This information must
become an integral part of a client's invest
ment strategy, and should be incorporated
into decisions about asset location as well
as investment implementation vehicles (tax
able versus tax-exempt fixed-income, for
example).

For advisory firms who claim compliance
with performance reporting standards
promulgated by the AIMR, after-tax per
formance reporting is required after
January 1, 2004. The tax rate recommend
ed for use in those calculations is the
expected tax rate a specific client is
expected to face for that period of time.
Thus, in order to prepare an accurate
investment policy statement, advisers have
to understand a client's tax position well
enough to estimate expected tax rate accu
rately.

• An integrated, multi-generational
approach. To maximize clients' long-term
family wealth, we must expand the estate
planning flowcharts we use to include the
client's investment policy and its expected

FTC Privacy
Safeguards Rule
Could Apply
to CPAs
The Federal Trade Commission's
Safeguards Rule, which implements
the security provisions of the GrammLeach-Bliley Act, became effective on
May 23. Financial institutions and
other businesses that are subject to
the rule—which could include tax
preparers and financial advisers—
must have in place a comprehensive
security program to ensure the secu
rity and confidentiality of customer
information.

To find out whether you or your firm
are subject to the Safeguards Rule
and to access more resources on
compliance with the rule and the
Gramm-Leach-Bliley Act, go to
www. ftc. gov/bcp/conline/pubs/
buspubs/safeguards.htm.

More information about the GrammLeach-Bliley Act and the FTC's priva
cy initiatives are available at
www.ftc.gov/privacy/glbact and
www.ftc.gov/infosecurity.
The AICPA has a Web page for its
Enterprise-Wide Privacy initiative as
well. Visit www.aicpa.org/privacy.
The American Bar Association has
gone to court to exempt attorneys
from these provisions. While the out
come of that action is still pending,
the AICPA is seeking a similar exclu
sion for its members.

Continued on page 6
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results. Since many estate-plan
ning entities are funded during a
client's lifetime and hold assets
with a carryover income tax
basis, the investment strategy
cannot be separated from the
estate planning process.
Quantifying the spending needs of
survivors and providing specific
spending guidelines will be criti
cal. Traditional estate plans offer
little guidance as to which enti
ties should provide the primary
source of support for the surviv
ing family or whether the assets
should be invested primarily for
income, growth, or something
else. As demonstrated below,
these decisions have a tremen
dous impact on the long-term
wealth available to the family and
the tax efficiency of the distribu
tion stream to beneficiaries.

• An evaluation of investment
vehicles' tax-efficiency. Recent
volatility has led advisers and
investors alike to spend consider
ably more time and effort evaluat
ing risk. This quest to lower risk
has led many clients to hedge
funds and other alternative invest
ments, which may provide higher
returns, but are traditionally less
tax-efficient. Meanwhile, new
investment products like
exchange-traded funds (ETFs) are
becoming more commonplace,
and traditional techniques for
hedging concentrated single
stock positions are evolving. All
of these strategies and tech
niques must be part of the advis
er's toolkit, but should be evaluat
ed for their ability to minimize the
tax burden as well as reduce risk
and increase return.

Conclusion
We are entering a time when indi
vidual clients are likely to place a
much greater value on the counsel
of advisers. Consultants can reward
clients' trust and loyalty not only by
selecting better managers or pro
ducing better performance reports,
but also by creating a truly integrat
ed, tax-efficient investment strategy
that will add 250 basis points to the
portfolio's return. Even more impor
tantly, a well-crafted strategy gives
clients an investment policy they
can stick with for the long term—
even during the most difficult mar
ket conditions. Advisers who are
best prepared for these new plan
ning opportunities will have plenty
of clients seeking their counsel. •

MAP Survey Results Reveal an Increase
in Specialized Services
Despite the down economy, 15% of
local and regional firms surveyed in
this year's PCPS/Texas Society of
CPAs (TSCPA) National
Management of Accounting
Practice (MAP) Survey reported an
increase in client fees of more than
20%.

A record-breaking 3,300 firms
responded to the survey. There was
an increase in the percentage of
firms offering certain specialized
services, including payroll process
ing and investment sales. These are
just two of the broad spectrum of
services available from CPA firms;
the top 10 specialized services
offered by respondent firms are
estate tax planning (75%), payroll
processing (65%), personal financial
planning (48%), M&A consulting
(31%), forensic accounting (25%),
investment sales (16%), bankruptcy
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or insolvency (16%), human
resource services (13%), executive
search (13%), and insurance (11%).
"The survey results show that local
and regional CPA firms continue to
thrive by evolving to meet that
changing demands on the profes
sion," noted Rich Caturano, Chair of
the PCPS Executive Committee and
leader of the MAP Survey Task
Force.

About the Survey
This marks the second consecutive
year that PCPS, the AICPA Alliance
for CPA firms, has partnered with
the Texas Society of CPAs to pro
duce the survey. This year, the sur
vey was also sponsored by Aon
Insurance Services, the broker and
administrator for the AICPA
Insurance Programs. Forty-six state

CPA societies and the Association
for Accounting Administration also
played a key role by encouraging
their members to respond.

IntelliSurvey, an independent market
research company that specializes
in helping leading researchers and
organizations deploy complex proj
ects, administered the online survey
to firms between June 8 and
August 29, 2003.
The National MAP Survey Results
Report may be purchased for $300
with a $100 discount to participants
and a $100 discount for AICPA
members. For more information, call
1 -800-CPA-FIRM or visit
www.pcps.org and click on the
2003 PCPS/TSCPA National MAP
Survey logo on the left side of the
screen. •

Committee Corner: A New Year and a New Chair
The new chair of the PFP Executive
Committee is Joel H. Framson, CPA/PFS.
Framson, also a CFP and a registered invest
ment adviser, is a principal with Allied
Consulting Group, with three offices in
southern California. Allied provides fee-only
consulting and advice to affluent individuals,
institutions, and closely-held businesses. At
the January, 2003 PFP Technical Conference
in Phoenix, Framson was awarded the
Personal Financial Planning Division's
Distinguished Service Award, the highest
honor given by the AICPA PFP Division to a
CPA who has served the public interest by
enhancing the quality of personal financial
planning services. Framson is a frequent
speaker for the California Society of CPAs
and for numerous AICPA national Personal
Financial Planning technical conferences and
investment conferences. He was named by
Worth magazine in 2002 as one of the top
250 financial advisers in America.

the CPA financial planner. Our members
know they are different from other planners,
and want services to reflect that difference.
Participants in both the teleconferences and
the surveys overwhelmingly indicated that
they can look to other organizations for cer
tain resources, but they want the AICPA to
create a community unique to CPA planners.
In response, the Executive Committee will
put in place a number of initiatives to meet
this desire. Certain initiatives will be imple
mented over the longer term, with the addi
tional funding approved by Council at its fall
2003 meeting. However, one step is already
being put in place to immediately establish a
tangible "home" for CPA planners: as you
read this, we will already have evaluated
and chosen a software package to imple
ment an online list-serv for PFP members.
The list-serv will allow members to speak
out to each other, to discuss technical and
practice issues, and to provide a forum to
pose questions and share answers in any
area of concern to CPA planners.

In the next issue of the Planner, Joel will
provide an update of the PFP Membership
Section's activities. However, in a recent
conversation, he shared his enthusiasm
about the outcome of the recent intensive
work of the PFP Executive Committee to
make the PFP specialty area responsive to
members' needs:

This new communications tool will be the
first step in reaching out to CPA planners
across the country from a grass-roots level
to provide a forum for our members to con
gregate and communicate.

The November, 2003 PFS Town Hall telecon
ferences and responses to the PFS Invitation
to Comment provided the Executive
Committee with valuable input from CPA
financial planners. One message in particu
lar was crystal clear: PFP members want
the AICPA's PFP section to be a home for

However, this is only a beginning. The PFP
Executive Committee is working on imple
menting other communication strategies
that will create the sense of community that
you told us very clearly that you want. You
will hear more about these initiatives in the
next issue of the Planner. ●

Joel H. Framson, CPA/PFS
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Spring Into New Orleans:
The Advanced Investment
Management Conference
Sharpen your skills as a provider of world
class investment advisory services to your
clients at the AICPA Advanced Investment
Management Conference, May 20-21, 2004.

of turning to their CPAs for investment plan
ning advice. Given this, investment planning
services has proven to be a fast-growing
niche for CPAs.

In today's uncertain investment climate, more
and more people are warming up to the idea

Whether you're a seasoned professional or
just starting out in the investment services
Continued on page 8
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area, the Advanced Investment
Management Conference is the one confer
ence you won't want to miss. You'll find it's
an unparalleled forum to help you gain
knowledge, information and the confidence
necessary to provide investment advisory
services to your clients. You'll get the practi
cal guidance, technical expertise and solid
management skills you need to assess, pre
vent and limit risk. You'll also learn how to
broaden and improve your repertoire of
services and increase your profits.
Come a day early and leave
ahead of the game

Plan on coming to New Orleans on May 19
to attend the pre-conference workshop.

"Taking Your Investment Advisory Practice
to the Next Level" is an information-packed
day covering the practical and technical
aspects of moving your practice in the
right direction. Hear discussions on the
changing face of registered investment
advisory firms, the latest technology to

make your practice run more efficiently,
marketing in a new more competitive envi
ronment, and running your back office, as
well as a panel discussion with experi
enced practitioners discussing ideas to
increase profits.
There's always something fun
happening in New Orleans

From Bourbon Street to the French Market,
New Orleans is a city that overflows with
fascinating cultural experiences. Take a
break from the conference and wander
through the narrow cobblestone streets of
the historic French Quarter or enjoy some of
the best jazz in the world and architecture
that is undoubtedly lavish and unusual. And
with more than 3,000 restaurants from
which to choose, dining in New Orleans is
always a feast.

To register or for more information, call
888-777-7077 or visit www.CPA2Biz.com/
conferences. ●

Reminder—Call for Case
Studies
Have you dealt with a unique planning issue
you would like to share with others? The
September/October Planner announced a
call for case studies of a minimum of 1000
words, including your analysis of the issue
and your recommendations to your client.
The most useful submissions will be pub
lished in The Planner. Articles published by
September 2004 will be eligible for consid
eration as outstanding CPA Financial
Planner Case Study of Year. The author of
the outstanding case study will win a prize
of $500 and a free registration to the 2005
PFP Technical Conference.
The copyright to all articles accepted for
publication will rest solely with the AICPA.
Submissions by members of the PFP
Editorial Advisory Board or the PFP
Executive Committee are eligible for publi
cation, but are not eligible for awards.
Please direct submissions or related
questions to pfp@aicpa.org. ●
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